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CURRENT-VALUE ACCOUNTING

ECONOMIC
REALITY
IN
FINANCIAL
REPORTING

A PROGRAM FOR EXPERIMENTATION

• Who would be against an accounting system
that is equally relevant in an inflationary
deflationary or stable environment ?
• And who should be for a system that gives the
illusion of growth despite the reality of
shrinkage?
• If what we have is not good, and we know the
direction to what is much better, why do we not
proceed?
TOUCHE ROSS
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Summary and Invitation to Experiment
A Brief for Economic Reality
The goals of accounting are to measure, record,
and communicate economic reality. In the long run,
these goals are necessities—both for accounting
and for society. Can behavior be economically rational if not grounded in economic reality?
Among economic realities, inflation is perhaps
the most complex and perplexing. Surely its effects
are world wide. Many leading economists say that it
is a principal cause of gross liquidity and capitalformation problems.
Unfortunately, conventional financial statements fail to reflect the impact of inflation on a
company's cash and liquidity position and may
often result in reporting illusory profits. These distortions may adversely affect management decisions, stockholder, employee, and union expectations and governmental policies as to taxes and
operations. Ultimately, they affect the way we live.
Current Value
Because it is probable that inflation will continue
at a significant rate, we believe that financial statements based on historical costs will be of declining
usefulness. A means of reporting the economic reality of an enterprise's financial position, earning
power, and cash flows is needed. And, to portray
economic reality, current values are needed.
Current values can be elusive; they have been
approached in many ways. However, all the approaches fall into three general categories: current
cost, net realizable value and the present value of
future cash flows (which we will abbreviate as
present value).
Since the objective is to portray economic reality, and the reality is that resources and obligations
will generate future cash flows, financial reports
should state the present value of those cash flows,
i.e., of those resources and obligations. However,
direct determination (computation) of present
values is frequently not feasible; in cases where

present value cannot be used, current cost or net
realizable value should be chosen.
And Experimentation
Since the need is obvious, the values are elusive
and the methods are undeveloped, experimentation is required. We need to develop:
• specific techniques for determining valuation
methods under each of the current-value approaches
• criteria for determining which current-value
approach provides the best (possible) valuation for specific resources and obligations
• a series of financial statements which best portray:
—financial position in terms of current values
of resources and obligations
—a summary of cash flows in broad categories
—net results of operations and changes in values of resources and obligations
—changes in stockholders' equity
The suggested level of experimentation is very
broad and, by necessity, may have to be approached in stages—with initial emphasis on determining current values for those resources and
obligations which have the major impact on the
financial position of the particular company or industry. In any event, business and the accounting
profession must start now to experiment with relevant accounting and financial reporting techniques. For business this means trying new ideas. For
the accounting profession, it means assisting in the
development of techniques and finding ways to attest to financial reports based on current values.
We believe it is time for a concerted effort to
improve financial reporting. We are going to act.
We will conduct seminars and workshops in the
months ahead to bring accountants and businessmen together to encourage practical application of
current-value accounting. We will search for answers to financial reporting that reflect economic
reality.
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Part I

The Problem
INFLATIONUNREALITY AND DISTORTION
Based on recent Administration "summit" meetings on economic policy both here and abroad, and
on conference after conference,* it is clear that
inflation is one of the most important issues facing
our nation and the world today. We see that
inflation not only erodes the welfare of those on
fixed incomes but also reduces the standard of living of those in the working population. Inflation is
distorting the economic decisions of almost every
enterprise and government agency and is contributing significantly to unemployment in manufacturing, housing and other industries.
We believe it is important to search for solutions
to the inflation problem. All interested parties
—management, labor, government, educators and
others—must be able to discuss the causes and
effects of inflation from a base of sound information. In this way they can better cope with present
inflation and find ways to arrest its causes.
Massive and continuing inflation (Chart 1) has
come at a time when the capital needs of businesses
are likely to expand rapidly to (1) meet the need for
increased productivity, (2) preserve and improve
the environment and (3) develop sources of energy
and raw materials. This is in addition to the demands for capital to replace inventories, and to
maintain and replace productive assets such as
machinery and equipment at inflated cost.
* For example, see the proceedings of the Conference Board
colloquium on "Answers to Inflation and Recession:
Economic Policies for a Modern Society," 1975.
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Chart 1
Decline of the Purchasing Power of the Dollar
( B a s e d on G N P I m p l i c i t P r i c e D e f l a t o r : 1958 = 1.00)

0.80
1.00
1.20

1.40

1.60
1955

1960

1965

1970

1974

Chart 2
Plant and Equipment Expenditures
Billion $ (Ratio Scale)
140

120

All Industries

100
80

60
50
1967

68

69
70
71
72
73
Seasonally Adjusted at Annual Rates

Expectations
U.S. Department of Commerce. Bureau of Economic Analysis

74

75

New plant and equipment expenditures for all
U. S. industries increased from an annual rate of
$68 billion at the start of 1967 to $120 billion by
the end of 1974. (See Chart 2.). By the best estimates available,* the U. S. will need $4.5 trillion in
new capital funds in the next 10 years.
While capital needs are expanding rapidly, the
risks that private enterprise must assume are growing even faster. Many of the critical capital investments are in advanced technology where costs are
astronomically high by past standards and the
payoff period is long and uncertain.
It is now apparent that our whole financial system, which has developed on the assumption of
reasonable price stability, is dangerously vulnerable to the uncertainties that result from significant
inflation.
The inflationary environment of the past few
years has created a serious situation for even the
strongest organizations. Efforts to meet the extraordinary demands for capital have forced many
companies (and some governments) into overextended debt positions. Federal Reserve Board
figures indicate that whereas 38 percent of new
capital funds came from debt in 1965, debt provided 53 percent of all new capital for non-financial
U. S. corporations in 1974.** The liquidity crisis
and the cost of capital have forced many firms to
excessive short-term borrowings. As to long-term
financing, business has to face depressed stock
markets and very high interest rates, both of which
accompany the general expectation of continued
high inflation.
EARNINGS—JUST HOW UNREAL?
Paradoxically, the serious liquidity and capital
formation problems come at a time when companies in many countries are reporting record
profits. But Chart 3 indicates what really has happened to profits in the last decade. Nonfinancial
* See Business Week "The Capital Crisis: The $4.5 Trillion
America Needs to Grow," September 22, 1975.
** See "Why Business Must Seek Tax Reform," Reginald H.
Jones, Harvard Business Review, September-October
1975.

Chart 3
After-tax Profits of Nonfinancial Corporations
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corporations in the U.S. reported after-tax profits
of $66 billion in 1974 compared to $38 billion in
1965, an apparent increase of 74 percent; but when
you adjust for the effects of "underdepreciation"
and "inventory profits," after-tax profits actually
declined from an adjusted $37 billion in 1965 to
$21 billion in 1974. Adjusting to common dollars
(1958) yields a profit decline of 65 percent for 1974
as compared to 1965.
"Inventory profits" resulting from price increases overstate earnings because such profits
evaporate when the cash generated through sales is
used to replenish inventory levels at today's higher
prices.
"Underdepreciation" is the result when companies have to spend more today—much more than
book depreciation suggests—to replace worn-out
machinery and equipment just to maintain the cur3

The Problem
rent level of operations.
While conventional financial statements emphasize reported earnings, the managerial problems arising from inflation relate to cash flow and
liquidity. Reported earnings are less important to
business than its ability:
—to generate cash
—to maintain operating levels
—to improve productivity
—to meet capital demands for new products and
services
—to meet the demands of shareholders for adequate dividends and increased values
—to increase wages consistent with productivity.
DISTORTIONS CAUSED BY CONVENTIONAL FINANCIAL STATEMENTS
There is evidence to suggest that executives,
government officials, shareholders and others
—although aware of the general impact of inflation
on business—are still making decisions based on
conventional financial reports because more realistic information is not readily available. Thus—
—Income taxes are based on reported profits.
But in periods of inflation, reported profits
generally exceed economic earnings and this
means the corporate income tax is a levy on
economic earnings and on capital.
—High reported earnings may cause stockholders to expect higher cash dividends. Under
such stockholder pressure, corporations may
follow dividend policies which result in distributions from capital rather than real earnings.
—High reported earnings may encourage unions
to bargain for wage increases and other
benefits that solvency will not allow.
—And high reported earnings may even lead
4

government agencies to requirements that
both business and society can ill afford.
—The general public may doubt the credibility of
private enterprise that reports record earnings
and at the same time pleads a liquidity crisis
and capital shortage.
In July 1975, Secretary of the Treasury William
E. Simon succinctly stated the credibility issue
related to conventional accounting policies in
testimony before the House Ways and Means
Committee on the question of tax reform and capital formation:
"Given the fact that business profits account
for roughly two-thirds of our private savings, the
general decline in real corporate profits is
perhaps the most fundamental trend which
should be reversed. A good part of the erosion in
profits in recent years has been concealed by
what might be called 'public relations bookkeeping.' It has been hidden from shareholders and
often from management itself by accounting
practices which in times of major inflation fail
miserably to reflect real earnings."
The effects of inflation clearly demonstrate inadequacies of conventional historical-cost-basis
financial statements. However, it has long been
recognized that there are other serious weaknesses
in the use of static, historical costs to measure the
operations of dynamic enterprises. In years of
moderate inflation, the deficiencies in historicalcost statements were accepted simply because no
one could justify the effort required to develop a
better alternative. It is our judgment that the impact of inflation provides the impetus for developing that better alternative.

Part II

Possible Solutions
RECENT PROPOSALS—WORLD WIDE—
FOR CURRENT-VALUE ACCOUNTING
Given the high probability that significant
inflation will continue and that conventional
financial statements based on obsolete historical
costs will continue to be of limited usefulness, society needs a better way of keeping track of economic
substance. Practically, this means that business
must find better ways to report financial position,
earning power, and cash flows. And "better ways"
have been proposed. In fact there have been many
proposals, and there has been some evolution of
ideas. Broadly, however, the proposals are of two
general types—general price level adjustments and
current values—and current value is in the ascendancy. We shall now briefly review the proposals,
chronologically (with comments).
In December 1974, The Financial Accounting
Standards Board in the United States and the Institute of Chartered Accountants in Australia proposed the adoption of financial reporting in units of
general purchasing power. Under these proposals,
conventional historical cost reports would be retained. But they would be supplemented with a
second full set of historical cost financial statements
in "units of general purchasing power" instead of
actual dollars. Both proposals followed an earlier
similar proposal by the Accounting Standards
Steering Committee in the United Kingdom, issued
in May 1974. And the Canadian Institute of Chartered Accountants also issued a proposal for general purchasing power financial statements in July
1975. (As reported in The Wall Street Journal for
November 26, 1975, "The Financial Accounting

Standards Board . . . said it won't adopt final rules
on . . . inflation accounting . . . until next year.")
The Institute of Chartered Accountants in Australia in June 1975 took a quite different tack in a
second proposal. It suggests a current-cost approach to the valuation of assets in the balance
sheet and a profit measurement based on matching
revenue and expense, both expressed in current
value.
In August 1975, the U.S. Securities and Exchange Commission proposed to require businesses to disclose, in footnotes to conventional
financial statements, the current costs of replacing
inventories and productive capacity as well as cost
of sales and depreciation, depletion, and amortization expense based on current replacement cost.
The Commission believes that these disclosures
will enable investors to better understand the current costs of operations, a prerequisite to informed
investment decisions, and that such information
cannot be obtained from conventional statements
alone.*
*More specifically, the SEC proposed footnote disclosure of
the following cost information:
—Current replacement cost of year-end inventories, and its
excess, if any, over net realizable value. Cost of sales
calculated by estimating current replacement cost (of
goods and services sold) at the time of sale.
—Estimated current gross replacement cost of productive
capacity, as well as current replacement cost of depreciable, depletable or amortizable assets net of accumulated
depreciation so as to adjust for service potential used up in
prior periods.
—Depreciation, depletion and amortization expense estimated on the basis of average current replacement cost of
productive capacity.
—Description of the methods used in determining replacement cost amounts and the related effects on other costs.
5
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In September 1975, a blue-ribbon British Commission set up to report to Parliament and headed
by Francis Sandilands, Chairman of Commercial
Union Assurance Co., recommended a system of
Current Cost Accounting. Under this proposal
companies would carry assets on the balance sheet
at their "value to the business." In most cases
"value to the business" would be current replacement cost. But in certain cases, net realizable value
or economic value would be used as more relevant
than replacement cost. Profit would be determined
by matching the realized value of a company's output and the "value to the business" of assets consumed in generating such output. The
Commission's target date for implementing its recommendations is for all accounting periods beginning after December, 1977. The Sandilands report
also suggested a Royal Commission to review income tax policies. (As reported in the London
Times of November 27, 1975—"The Government
yesterday gave its qualified approval to the Sandilands ... report... and announced that the accountancy profession has agreed to set up a steering

committee to consider further the practical issues
involved.")
Thus, the trend is toward current-value reporting
and away from general purchasing power adjusted
historical cost.*

*The proposal by the FASB for Financial Reporting in Units
of General Purchasing Power suggests two complete sets of
financial statements, one in actual dollars, the other in units of
general purchasing power. Their proposal actually is that the
merit of financial presentations in "units of general purchasing
power" as a way to cope with inflation can and should be
decided separately from the question of whether current value
or historical cost should be the basis for financial reporting.
Accordingly, the FASB proposal states detailed procedures for
preparing a set of conventional financial statements in units of
general purchasing power. The actual dollar amounts of all
non-monetary items as well as prior years' monetary items and
all revenues and costs are converted to units of general purchasing power by applying index numbers for general purchasing power changes.
We believe the FASB approach is undesirable for several
reasons. The use of two separate sets of financial statements for
the same entity is bound to confuse many users as to the "true"
set. Additionally, the financial statements in terms of units of
general purchasing power, under the FASB proposal, must be restated as of the most recent date
each time they are presented. Beyond that, we believe that

stating the "value" of non-monetary items at historical cost
adjusted for general price level changes is no more meaningful
than historical cost alone. Nor is depreciation or cost of sales at
historical cost adjusted for general price level changes more
meaningful than historical cost alone.
Another serious problem: the FASB presentation requires a single net income figure that includes "purchasing
power gain (or loss) from holding monetary items." We believe
that this net income figure is almost certain to mislead—the
reader may equate this income figure with cash flows or earning
power. For example, the reported "purchasing power gain
from holding monetary items" for most U. S. industrial companies under the FASB proposal would be largely related to
long-term debt and would be highest for the most highly leveraged companies. This so-called gain does not necessarily represent successful management; neither does it provide funds
for paying dividends, plant expansion or other purposes, nor is
it useful in forecasting the effects of future inflation on the
enterprise. For these reasons, we have concluded that it would
not be useful to present historical cost basis financial statements in units of general purchasing power.
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USING CURRENT VALUES TODAY
Many companies in the Netherlands already use
some form of current-value accounting. One of the
many is the very large multinational called N. V.
Philips' Gloeilampenfabrieken. Philips' annual report for 1974 includes the following:
"The accounting principles applied by
N.V. Philips' Gloeilampenfabrieken in
calculating profit differ in some respects
from those generally accepted in the
United States. . .
• Depreciation on property, plant and
equipment is based on the replacement
value of the assets concerned.
• Stocks are in general valued at replacement value. This value is used for de-

termining the cost of sales.
• Insofar as the cost of sales differs from
historical cost owing to the use of the
replacement value, the tax payable on
that difference is charged to the provision made for latent taxes at the time of
revaluation.
• Net amounts paid in excess of the net
tangible asset value for the acquisition
of participations in any year are charged
in that year to Profit and Loss Account.
• The share of profit due to the Supervisory Board, Management and Officers
and to employees in accordance with the
Articles of Association, is not charged
to Profit and Loss Account.
"An attempt is made below [see table]
to estimate what adjustment to net profit
would be required if the principles generally accepted in the United States were
applied, based on the first-in first-out
method for the consumption of goods (and
to a minor extent last-in first-out) and
using a write-off period of five years for net
payments in respect of goodwill."
From Philips' Annual Report for 1974

Net profit, 1974
Deduct for profit-sharing
Adjustment for U. S. GAAP
Adjusted net profit

In millions
of
U.S. dollars

293.7
21.9
271.8
71.1
342.9

There are now a few companies in Canada using
some form of current-value accounting. And one,
Barber-Ellis of Canada, a manufacturer and merchandiser of envelopes and fine paper, included
financial statements on a current replacement cost
basis as a supplement to conventional historical
cost basis statements in its annual report for 1974.
(See Appendix A.)
In their financial statements, inventories and
fixed assets are valued at replacement cost. Accumulated depreciation is adjusted to current cost
using the same remaining life of the assets as under
historical costs. The amount of the increase in fixed
assets and inventories has been credited to a revaluation surplus in the equity section of the balance sheet.
Cost of sales is based on replacement cost at the
date of sale rather than on historical cost. Depreciation is based on the replacement cost at year-end of
fixed assets. Income taxes remain the same as on an
historical cost basis.
The investor wants to know the effect of inflation
on the ability of a firm to continue in business. The
earnings of Barber-Ellis on the current replacement cost basis were about $2 million compared to
over $3 million on a conventional basis. This indicates that the company has been able to adjust
selling prices and control costs on a current basis so
as to provide a real profit though less than reported
in conventional financial statements.
The investor also wants to know the amount of
return he can expect from his investment. Again,
the current-value statements indicate that while the
dividend payout was 30% of historical cost earnings, it was, in fact, 49% of earnings based on
current replacement costs. The earnings on the current cost basis would not justify an increase in
dividends that might otherwise be expected by
someone looking at earnings reported on the historical cost basis.
Of great concern to management is the impact of
taxes on cash flow. The company is being taxed very
heavily. The effective income tax rate in 1974 was
60% of earnings on a current cost basis, and 60% is
significantly higher than the nominal tax rate.
7
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The management of Barber-Ellis commented as
follows:
"If our economy is to function
effectively, it is essential that management, investors and governments clearly
understand the changed financial conditions that inflation creates. For managers
and investors, it is to understand and
avoid decisions based on the illusory
profits created by historical costs; for governments it is to stop taxation at levels
which now impair the capital of business
and discourage investment in . . . enterprise.
"It is hoped that these current replacement cost statements will assist the management, the shareholders, investors and
others . . . [to gain] a greater understanding of the effects of inflation on the capital
invested in a business and the income it
earns."
A PROGRAM FOR EXPERIMENTATION
Over the past few years Touche Ross has discussed current-value accounting with various companies to encourage experimentation. Our present
efforts build on the vision of two outstanding and
late members of the profession and our firm.
Howard Ross in Canada expressed his views,
developed in thirty years of public practice and
teaching, in Financial Statements, A Crusade for
Current Values, published in 1969.
Robert Trueblood was chairman of the American Institute of CPA's Accounting Objectives
Study Group which published a major report in
1973, Objectives of Financial Statements.
In Canada we worked with Barber-Ellis in developing their current replacement cost financial
statements which we have described previously.
Also, we have worked with a group of companies in
Canada known as the Current Value Group, to
attempt to apply current-value accounting for
either internal management purposes or for exter8

nal financial reporting. We have also worked with
companies in the Canadian Pulp and Paper Association to develop a framework for the application of
current-value accounting.
From these experiences, we have developed
programs for the implementation of current-value
accounting. The typical phases in implementing
current-value accounting are illustrated at right.
Naturally, companies are also concerned with
the cost of implementing current-value accounting.
Obviously costs will vary greatly, depending on the
amount of detail and degree of accuracy required.
Further, since changing accounting systems is normally costly, this should be done only after evaluating the benefits of the new information. Generally,
those who have used current-value accounting
have found that the benefits far exceed the costs of
obtaining the information.
Achieving current-value financial accounting
and reporting may involve several stages. A first
stage may be disclosure of the effects of current
valuation of inventories and plant and equipment,
together with the effects on cost of sales and on
depreciation. This could take the form of supplementary information to conventional financial
statements. The SEC proposal takes this approach.
A second stage could be the presentation of a
supplementary set of financial statements utilizing
current-values for important resources and obligations. The Barber Ellis Report discussed previously
is one example of this stage. The next stage could be
the development of a full set of current-value
financial statements. The working model for experimentation presented in Part III could be a basis
for developing such statements. A final stage could
be attained when standards for current-value
financial reports have been developed. The complete set of current-value statements could then
become the primary financial statements of the entity with historical cost statements, if they are retained at all, fulfilling a subsidiary role.

IMPLEMENTING CURRENT-VALUE
ACCOUNTING
PHASE I — t o obtain overall information about alternative valuation methods and their usefulness for management decisions and financial reporting.
• Identify which needs to address and outline priorities for
information:
—performance measurement
— c a s h forecasts
—pricing
—dividend distribution
—capital budgeting
—financial reporting
• Identify alternatives to produce needed information and
analyze each valuation alternative:
—replacement cost
—present value
— n e t realizable value
• Apply each valuation alternative in gross terms
• Evaluate usefulness of information produced by each alternative
o Decision 1—specify information to be collected and reported.

PHASE III—to develop additional detail for preparation of
current-value reports and to prepare more detailed management reports.
• Determine organizational units to be included
• Determine the most relevant approach for various resources and obligations
• Identify elements that will be revalued
• Collect detailed data on items
• Prepare reports using data
• Present to management and get feedback
• Start education of outside users
• Publish data to users
• Solicit reaction of outside users and assess impact
o Decision 3—decide whether to continue to produce the
reports, and in what form.

PHASE I V — t o determine what system changes are necessary to generate current-values on an ongoing basis.
• Assess desirability of making systems changes
o Decision 4—decide what system changes need to be
made.

PHASE II—to prepare examples of management reports and
to determine the costs and benefits of obtaining additional
details for these reports.
• Identify what data are needed, for example:
-Land and buildings: appraisals; recent purchases; existing leases and dates; capital expenditure plans; depreciation policies; inefficiencies in plant layout; economic use of
land.
-Machinery and equipment: inventory of machinery and
equipment; types of specialized machinery and equipment;
suppliers; machine capacities in units of production; capital
expenditure plans; depreciation policies.
-Inventory and cost of sales: percentages of labor and material components of finished products; other significant
costs of production, such as fuel; price increases throughout the year; types of variances reported; details on cost of
sales information; turnover statistics; valuation bases;
stockpiling.
• Identify what data are now available
• Analyze costs of obtaining additional data
• Prepare mock up of management reports
• Review reports with users and assess benefits
• Assess costs relative to benefits of data
o Decision 2—decide what additional data to obtain for
current-value reports.
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Part III

The louche Ross Approach
to Experimentation
INTRODUCTION AND OVERVIEW
The focus of conventional financial reporting is
assets, liabilities, and net income. Although conventional financial reporting increasingly emphasizes 'economic substance' over legal form, its
terms of reference are to a large extent based on
legal form. We believe that to emphasize economic
substance the focus must shift to "economic resources" rather than "assets" and to "economic
obligations" rather than "liabilities." Instead of
"net income" we prefer a broader concept—"net
results of operations and changes in value," discussed later.
An entity's resources and obligations should be
reported at current value. Three concepts of current value have been advocated: Current cost; net
realizable value; and present value (present value of
future net cash flows). We believe that present value
is the ideal basis for current valuation of resources
and obligations because it is most consistent with
the user's objective of predicting future cash flows.
In most cases, except for monetary items, the ideal
cannot be attained in practice, and current cost or
net realizable value must be used as the best available alternative. Some advocate that current cost or
net realizable value should be the fundamental
basis for current valuation, but they also generally
admit the need to use the other two approaches as
alternatives in practice. We believe that the debate
over the merits of the various conceptual approaches has reached the point where progress requires experimentation. Mere debate will no longer
prove fruitful. The development of techniques for
current value measurements must be a priority
project for experimentation.
10

We have developed a working model for
current-value financial reporting that integrates
elements from many approaches and keeps the
focus on the ultimate objective—not on the
method.
To be useful, a working model must be specific
enough to guide experimentation and yet not be so
rigid as to inhibit the development of new ideas.
The ultimate usefulness of any approach can only
be determined by active experimentation; the results of experimentation will become the foundation for sound practicable standards of currentvalue financial reporting.
The balance of this part presents an overview of
our suggested approach and then a discussion of the
details. The main elements are:
• The goal of financial statements should be to
present economic reality including information
that enables the user to cope with an inflationary
environment.
• Financial reports should include all existing
economic resources and obligations that can be
measured in monetary terms. The emphasis should
not be limited by legal form although assets and
liabilities in the legal sense would necessarily be
included among economic resources and obligations.
• Resources and obligations should be reported at
current values.
• We believe that a single set of basic financial
statements should be prepared by an entity. Although supplementary information will no doubt
be necessary for various special classes of users, the

basic financial statements should provide a common base. For a transitional period following the
introduction of current-value financial statements,
and until standards are established, it will be necessary to continue to present conventional financial
statements as well.
• The impact of the decline in the purchasing
power of the dollar resulting from inflation should
be reported but without resorting to a second set of
financial statements in "units of general purchasing
power" to supplement actual dollar statements.
• The basic financial statements should be presented with prior years' statements for comparative
purposes and with an explanation of the reasons for
changes.
• There should be four basic financial
statements—Financial Position, Cash Flows, Net
Results of Operations and Changes in Value, and
Changes in Shareholders' Equity.
• The statement of financial position should represent an inventorying of resources and obligations
measured at current values. Present value may be
appropriate for measuring monetary resources and
obligations. Current cost may be appropriate for
inventories and depreciable resources. Net realizable value may be useful for all other non-monetary
resources and obligations.
• The statement of cash flows should summarize
major inflows and major outflows on a broad basis.
The changes in cash flows for significant categories
from period to period should be analyzed as to
price and volume elements.
• The statement of net results of operations and
changes in value should be formatted to report
separately (1) the net results of operations, (2)
value changes for non-monetary items and (3)
value changes for monetary items. In each of these
categories, realized value changes, unrealized
value changes, and the impact of the change in the
general purchasing power of the dollar should also
be set forth separately.

• The statement of changes in stockholders' equity
should reconcile equity at the beginning and the
end of the period.
USING CURRENT VALUE
IN FINANCIAL REPORTING
A brief discussion of the three approaches to
current value, and how they might be applied to
valuing specific resources and obligations, is presented in the following paragraphs.
Present Value (of future cash flows)
In concept, present value may be applied to an
individual resource or obligation, to a group of
resources and obligations, or to an entire entity. In
all cases, it relates to future cash inflows and
outflows that can be attributed to or related to the
specific item, group of items, or entity being measured. However, we believe that the purpose of
financial statements is to present the current value
of existing specific resources and obligations and
not to portray the value of the entity. The value of
the entity is determined in the market place by
buyer and seller who use financial statements,
among other data, in predicting future cash flows.
In present value computations, an interest rate is
used to "discount" the future cash flows to the
measurement date. "Interest" refers to a rate that
is considered appropriate to measure the time
value of money and includes pure interest plus
allowance for risk inherent in the items being
measured. The interest rate used does not necessarily coincide with any contractually established rate.
For example, in valuing long-term indebtedness,
the rate used is seldom the rate specified in the debt
instrument. Also, in making the computations no
distinction is made between future payments that,
in the debt agreement, are designated as return of
principal or interest.
However, the direct determination of present
value is often not feasible. This may be due to
subjectivity, the lack of cash flow data, or even to
complex interactions among several resources and
obligations that invalidate cash flows as valuation
tools for individual items.
11
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Current Cost
Current cost (which is also called current replacement cost, and current entry value) means the
cost of replacing the resource or obligation at the
date the measurement is made.
With respect to current cost, some emphasize
exact physical reproduction of facilities; others
emphasize replacement of equivalent capacity in
current technology. We favor the latter approach.
Current costs of resources should, of course, be net
of appropriate provisions for wear, tear, and obsolescence.
Net Realizable Value
Net realizable value, sometimes called exit value,
represents expected selling value after providing
for appropriate carrying and disposal costs. These
may include income taxes, interest and other costs.
Monetary vs Non-monetary
Many of the ideas important for current-value
reporting depend upon the distinction between resources and obligations which are monetary in nature as compared to those which are non-monetary.
"Monetary items" designates cash and resources
and obligations normally expected to be settled by
payments in specified cash amounts. All other resources and obligations are non-monetary. The
most important of the non-monetary items are inventories, property, plant and equipment, investments in equity securities, and intangible assets.*
Valuation of Monetary Items
For monetary items it is often possible to compute economic value directly. In most long-term
financing transactions, where it is reasonable that
the contract will be fulfilled, it is feasible to directly
determine present value. This approach is even
more applicable to short-term monetary items. Net
*The classification of resources and obligations into monetary and non-monetary categories is clear in most cases. However, there are significant areas where further consideration is
needed; examples are—marketable debt obligations receivable held by banks and other financial institutions, plant and
equipment of privately owned public utilities and other rate
regulated businesses, and resources and obligations of foreign
subsidiaries and branches.
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realizable value is usually appropriate when present
value can not be applied.**
Valuation of Non-Monetary Items
Because it is often difficult to determine present
value for non-monetary tangible and intangible assets, the best available alternative—either net
realizable value or current cost—must generally be
used. The approach we consider most appropriate
in determining current values for specific nonmonetary assets under presently available techniques follows.
• Inventories. Direct determination of the present
value of inventories suggests forecasting the eventual selling price and then discounting for (a) completion costs, (b) selling costs and (c) for interest at
a rate that measures the risk attributable to the
completion and selling effort. We recognize that a
significant and unsettled question is determining
what constitutes a proper allowance for risk inherent in buying, manufacturing, and selling activities.
Pending the resolution of this very difficult question, we believe that inventory should be valued at
current replacement cost under the assumption
that the difference between current cost and selling
price represents expected profit designed to compensate for the risk involved. However, as a practical matter, it is necessary to use net realizable value
when lower than current replacement cost (because
this indicates an impairment of value from obsolescence or unsalability).
The questions regarding flow of costs (FIFO,
LIFO, average costs, etc.) that are significant in
historical cost accounting are less so with current
value reporting because all inventories at dates of
measuring financial position are at current value
**The revaluation of long-term monetary obligations would
employ a process similar to that currently used in computing
the present value of future lease commitments for disclosures
in conventional financial statements (and also computations
made in implementing APB Opinion No. 20 Interest on Receivables and Payables). However, special consideration will
have to be given to the impact of government regulation in
evaluating the monetary resources and obligations of banks,
insurance companies, and other financial institutions.

regardless of when acquired. Thus, cost flow assumptions are only needed in separating operating
costs from changes in value.
An unsettled question concerns the validity of
including a portion of fixed or period costs as part of
the current costs applicable to inventories.
• Investments. Where the investor in equity securities, not held for sale, is able to significantly
influence the activities of the investee, the investment should be valued by the equity method as in
conventional accounting. However, under
current-value accounting the equity method is applied based on the investee's current-value
financial statements. The result will therefore approximate the change in current value. For other
investments in equity securities, net realizable
value based on quoted market or the best approximation should be used.
• Depreciable Resources. The direct computation
of present value for buildings and structures,
machinery and equipment, furniture and fixtures,
and other depreciable resources is rarely feasible.
Generally, when management contracts for resources, present value is thought to exceed cost.
Accordingly, current replacement cost reduced by
an allowance for normal wear and tear is usually the
appropriate valuation basis for depreciable resources to be used in the business. Net realizable
value is appropriate when these resources are not
being used in operations.
• Land and Natural Resources. These resources
are unique and can not be physically reproduced;
accordingly current cost does not seem relevant in
most cases. Net realizable value probably should be
used unless direct measurement of economic value
is feasible.
• Intangibles. While the valuation of intangible
resources such as franchises, copyrights and patents
deserves additional study, it appears that net
realizable value, even though it may be difficult to
ascertain, should be used.
Goodwill presents a special problem. The total

present value of a business entity is the present value
of all future cash flows for the business and goodwill
represents the excess, if any, of total economic
value over the present value of specific resources
and obligations. However, we believe the purpose
of financial statements is to portray not the value of
the entity but the value of existing resources and
obligations. Therefore, goodwill should generally
be excluded from current-value presentations of
financial position.
For some entities, major franchises or patents
may be so important that a net realizable value
cannot be determined for them, apart from valuing
the total business. Unless the total business can be
valued, these intangibles should also be excluded
from financial position.
Reporting Changes
in Values
The economic results of the entity's manufacturing, merchandising and servicing operations should
be determined by matching the current value of the
resources consumed against the actual revenues
generated. Inventory, at current value, is matched
against revenues received from selling that inventory, measuring the entity's ability to maintain
margins in periods of rising costs. The current value
of productive capacity consumed should be allocated to current operations to measure the entity's
ability to provide the funds necessary to maintain
its productive capacity.
Also, it will be necessary to provide an analysis
that identifies changes in current values, period to
period, apart from the changes which result from
the entity's operations.
General Purchasing
Power Changes
During periods of inflation, borrowers can be
said to gain because they will repay in "cheaper
dollars." Similarly lenders lose because they will be
repaid in "cheaper dollars." But these "gains and
losses," although real in an economic sense, do not
represent cash flows, and they relate only to monetary items settled at their stated amounts despite
13
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changes in the value of the dollar.
Non-monetary items are also measured in dollars, but their conversion into cash is based on
specific prices or values agreed to at the dates of
conversion. The values of non-monetary items
fluctuate, but the change in the value of the dollar is
only one factor in such fluctuations.
Because financial statements are necessarily presented in dollars, the change in the value of the
dollar cannot be ignored in financial reporting.
Changes in the value of the dollar are not recognized in conventional financial reporting, and that
is one reason that conventional financial statements
do not serve users' needs during inflationary times.
Many advocates of current-value accounting also
in effect do not recognize changes in the value of
the dollar. They believe that the annual restatement of non-monetary items to current values adjusts for the impact of past inflation and that it is not
necessary to isolate the effects of changes in general
purchasing power. This view is valid with respect to
a statement of financial position at any specified
measurement date. However, we believe that in a
reconciliation of changes in financial position between measurement dates, purchasing power
changes are a factor and should not be ignored.
Therefore, as discussed in more detail later, the
impact of changes in general purchasing power on
value changes should be reported as one factor in
reconciling changes in stockholders' equity. But
this can be done without presenting a second set of
financial statements in units of general purchasing
power.
FORMAT FOR COMMUNICATING
CURRENT VALUES
Financial statements should provide (1) financial
history of management's effort to fulfill the stewardship function, and (2) information a reader can
use (with other source information) in predicting
earning power and cash flows of the business. The
reader's other information might normally include
financial data on the industry and for competitors,
non-financial data reported by the enterprise, his
14

own appraisal of prospects for the enterprise's lines
of business, and general economic conditions.
To fulfill the custodial aspects of management's
responsibility, historical costs should continue to be
the basis for recording transactions; however, supplementary data must be obtained in order to provide for the needs of current-value financial reporting.
A complete set of financial statements, as illustrated in Appendix B, would include statements
of—(1) financial position, (2) cash flows, (3) net
results of operations and changes in value, and (4)
changes in stockholders' equity. Each of these
statements is discussed in the following sections.
Statement of Financial Position
This statement would be an inventorying of resources and obligations at the measurement date
stated at current values then prevailing. All resources and obligations that can be measured in
monetary terms would be included. Only those that
can not be reasonably measured would be excluded. For example, until feasible means of
measuring human resources are developed they
would continue to be excluded from financial position.
Statement of Cash Flows
The conventional statement of source and use of
funds, now generally referred to as statement of
changes in financial position, would be replaced
with a statement of cash flows. This statement
would summarize principal cash inflows and
outflows for each reporting period in a way that will
help users to predict cash flows. Also, in a broadly
conceived statement of cash flows, reconciliation
with net income can be de-emphasized, and, to the
extent needed, could be presented in footnotes.
To make successive years' statements of cash
flows more indicative of operating trends,
differences due to price changes and to volume
changes could be shown separately and would be
useful. These data could be supplied for sales as
well as for other significant cash flows.

Statement of Net Results of Operations
and Changes in Value
The "income statement" as now used would be
replaced with an analysis of the net changes in
shareholders' equity from the beginning to the end
of the year, excluding only transactions with equity
holders—capital contributions and dividends. This
statement would show subtotals for net results of
operations, value changes for non-monetary items,
and value changes for monetary items.
• The Results-of-Operations segment of this
statement would report all revenues accrued on
sales of products and services as well as expenses
incurred for current benefits. Both should be reported in actual dollars.
The cost of products sold would be based on
current cost at the date of sale.
Interest expense would be based on current interest rates.
Depreciation and amortization included in the
determination of results of operations would be
based on the current cost of the related resources.*
In this way, net results of operations would
reflect a matching of revenues and costs on a
current-value basis.
• The Value-Changes segment would present separate subtotals for realized changes, unrealized
changes, and the impact of general purchasing
power changes within the major sections for monetary and non-monetary items.
Realized value changes are the result of past cash
flows. Unrealized value changes represent potential cash flows. The distinction between realized
and unrealized changes is relevant to decisions concerning taxes, rate regulation, dividends and many
other management problems. And these factors are
clearly useful in the evaluation of management decisions by investors and other users. This approach
*It would usually be appropriate to determine current value
of depreciable and amortizable resources each year-end and
use the average value during the year as a basis for depreciation
and amortization expense.

facilitates reader emphasis on whatever seems most
useful.
In conventional financial statements, value
changes** are generally ignored until realized and
then may not be reported separately. Many proposals for current-value accounting subordinate
analysis of unrealized value changes (and in some
cases even realized changes) to a separate "reserve" category. But these approaches perpetuate
one of the failings of conventional financial reporting, which is to focus undue emphasis on the single
figure of net income. In fact, value changes may be
more important than operating results for many
businesses—life insurance and real estate development for example. Further, growth and
diversification may shift the relative importance of
operating results and value change.
As discussed previously, we would go further
than some proponents of current value who would
ignore the effect of changes in the general purchasing power of the dollar.
The current-value statement of financial position
presents resources and obligations measured in
values prevailing at the measurement date. One
factor in changes in value of resources and obligations between statement dates is the change in the
value of the dollar. Accordingly, we would show
the economic gain or loss relating to monetary
items held as a separate item in the statement of net
results of operations and changes in value and it
would be differentiated from operating results.
There is some question as to the appropriate
measure of the general purchasing power of the
dollar. Under the FASB proposal the Gross National Product Implicit Price Deflator (GNP Index)
would be used as the measure. The U.K. proposal
for a similar system recommends the equivalent of
our Consumer Price Index. Still others have proposed that a single measure of purchasing power is
not valid for all entities and that it is necessary to
construct a general price level index for each separate entity to obtain the most meaningful information.
**Often referred to as "holding gains and losses."
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Study is needed. Among the needs are to determine whether a single measure could be valid,
whether specific entity measures are needed, and
what the best techniques may be.
Pending completion of such study, we favor use
of the GNP Index. But we recommend that it
be used to adjust the beginning balance of stockholders' equity in the aggregate, not applied to
prior year financial statements and not applied to
the individual items presented in the current year's
statement of net results of operations and changes
in value.
Under this approach separate amounts should be
shown for (1) the net impact of the change in general purchasing power on value changes of nonmonetary items and (2) the economic advantage
(or disadvantage) from holding monetary items.*
Statement of Changes in Shareholders' Equity
The statement of changes in shareholders' equity
should reconcile the beginning-of-period and
end-of-period balances, including: restatement of
the beginning balance to reflect changes in the general purchasing power of the dollar during the
period; additions to equity capital; dividends paid
to shareholders; and the total of the net results of
operations and changes in value for the period.
OTHER FINANCIAL ACCOUNTING
CONSIDERATIONS
This discussion of current-value financial reporting has been generally limited to the use of current
values instead of historical costs in financial measurements and reporting. Everyone should recognize that there are many other important aspects of
financial reporting that present problems both in
conventional and current-value systems. Among
the problems are: inclusion and exclusion of entities in consolidated financial statements; need for
segmented reporting to supplement basic financial
statements of diversified enterprises; special considerations required for public utilities and other
*This presentation is illustrated in the example shown in
Appendix B.
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rate regulated entities; the need for definition and
disclosure of unusual or extraordinary items; income tax allocation procedures; accounting for
business combinations; and others.
In our discussions and in the examples illustrating our suggested approach, we have assumed that
the financial statements are to be prepared primarily from the stockholders' perspective. Accordingly, we have shown dividends as distributions of
stockholders' equity and interest as costs and expenses. It may also be valid to use the perspective of
long-term creditors as well as stockholders. And it
may be appropriate to show the cost of equity capital as an expense.
Current-value financial statements can be useful
input for the process of forecasting operations and
cash flows. It may be appropriate for management's
forecasts to be presented as supplements to the
financial statements. We believe that management
forecasts, if presented, should follow the guidelines
set forth by the American Institute of Certified
Public Accountants.** However, consideration of
the appropriate circumstances for the publication
of management forecasts is beyond the scope of this
booklet.
The implementation of current values presents a
new dimension and will force reconsideration of
many aspects of financial reporting. We believe,
however, that it is now more urgent to implement
current-value accounting than to debate these
other aspects of financial reporting.
** Accounting Standards Division Statement of Position No.
75-4, Presentation and Disclosure of Financial Forecasts and
Management Advisory Services Division Guideline Series No.
3, Guidelines For Systems For The Preparation of Financial
Forecasts.

Appendix A
Excerpts from
the 1974 Annual Report
Barber-Ellis of Canada, Limited
elementary Financial Information
Inflation, and rapid price changes, have raised
questions about the usefulness of traditional accounting reports. Therefore, the Board of Directors of Barber-Ellis, in addition to the historical
accounts, is presenting a Balance Sheet and Statement of Earnings on a current replacement cost
basis. This presentation brings all costs and asset
values to a common point in time (in this case,
December 31, 1974) rather than mixing asset
values of various dates, in some cases many years
ago, with those of recent months.
The current replacement cost statements relate
the current costs of Barber-Ellis' production and
distribution capability with the current revenues
from those capacities. They also isolate pricechange 'profits' from the manufacturing and trading 'profits.' The 'profits' which result from price
changes are included with and taxed on historical
accounting statements: in fact, these 'profits' are
needed to maintain the Company's current operating capacity by replenishing product inventories at
higher prices and replacing plant and machinery as
it wears out, at higher current prices. The taxes the
company pays on these price-change 'profits' are in
effect taxes on the shareholders' invested capital.
It is generally conceded that inflation is producing considerable distortion; replacement cost
statements identify this distortion.
It is significant that in the process one can see that
in the case of Barber-Ellis:
1. 21 percent of the company's 1974 pretax earnings on an historical cost basis relate to pricechange 'profits,' which are related to inflation
and are illusory by nature.
2. The company is being taxed very heavily. The
effective income tax rate is 60 percent of corpo-

rate earnings after price-change 'profits' are
eliminated.
3. The company's performance, even after
eliminating price-change 'profits,' is improving.
4. The company's dividend rate, while apparently
30 percent of historical earnings, is, in fact, 49
percent of the restated earnings.
If our economy is to function effectively, it is
essential that managment, investors and governments clearly understand the changed financial
conditions that inflation creates. For managers and
investors, it is to understand and avoid decisions
based on the illusory profits created by historical
costs; for governments it is to stop taxation at levels
which now impair the capital of business and discourage investment in Canadian enterprise.
It is hoped that these current replacement cost
statements will assist the management, the
shareholders, investors and others in Canada, in a
greater understanding of the effects of inflation on
the capital invested in a business and the income it
earns.
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BARBER-ELLIS OF CANADA, LIMITED
Current Replacement Cost Balance Sheet
As at December 31, 1974
LIABILITIES

ASSETS
Current
Replacement
Cost
(Note 1)

Current:
Cash
$
29,783
Accounts
receivable
12,074,945
Inventories
10,366,804
Prepaid expenses .
249,545

$22,721,077

Property, plant and
equipment
$15,164,198
Accumulated
depreciation
(8,074,486)
Unamortized
excess of
purchase price of
subsidiaries over
fair value of net
assets acquired .

$29,810,789
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Current
Replacement
Cost
(Note 1)

Historical
Cost
(Note 3)

$

29,783
12,074,945
10,117,804
249,545

$22,472,077

$11,261,927
(5,817,772)

Current:
Bank indebtedness $ 7,573,983
Accounts payable
and accrued
liabilities
4,109,189
Income taxes
1,296,693
Dividends—preference shares ..
700
Current portion of
long-term debt ..
486,650

Deferred income
taxes
Long-term debt
(Note 1)

Historical
Cost
(Note 3)

$ 7,573,983
4,109,189
1,296,693
700
486,650

$13,467,215

$13,467,215

$

$

278,362

278,362

4,133,650

4,133,650

$17,879,227

$17,879,227

SHAREHOLDERS' EQUITY
816,067

Capital Stock
$
565,705
Contributed surplus
45,000
Retained earnings .
7,001,653
Revaluation surplus
4,319,204

$28,732,299

$29,810,789

$

565,705
45,000
10,242,367

$28,732,299

Current Replacement Cost Statement
of Earnings and Retained Earnings
For the year ended December 31, 1974

Net Sales

Current
Replacement
Cost
(Note 2)

Historical
Cost
(Note 3)

$69,058,300

$69,058,300

Costs and Expenses
Cost of products
$51,373,580
sold
Selling, general and
administration . . .
10,705,281
Depreciation and
amortization . . . .
1,095,567
Interest—long-term
381,884
debt
590,284
Interest—current ..
$64,146,596
Earnings
income
Provision
income

before
taxes . . .
for
taxes . . .

Statement of Revaluation Surplus
For the year ended December 31, 1974

$50,389,580
10,705,281
786,969
381,884
590,284
$62,853,998

$ 4,911,704

$ 6,204,302

2,927,442

2,927,442

$ 1,984,262

$ 3,276,860

7,939,344

7,939,344

$ 9,923,606

$11,216,204

Adjustment of prior
years' depreciation on current
replacement cost
of plant and
equipment
Dividends

$ 1,948,116
973,837

$

Retained Earnings, End of Year

$ 7,001,653

$10,212,367

$

$

Net Earnings
Retained earnings,
beginning of year

Earnings Per Share
Basic
Fully diluted

4.30
4.22

973,837

7.09
6.96

Revaluation of physical assets to
reflect current replacement cost
as at December 31, 1974
Inventories
Property, plant and e q u i p m e n t . . .
Excess of purchase price over fair
value of assets acquired
Revaluation of cost of products
sold during the year ended December 31, 1974
Portion of 1974 earnings determined on historical cost basis
which are required to replace
inventory sold at the current
cost in effect at the date of sale
Revaluation
31, 1974

surplus

$

249,000
3,902,271
(816,067)

984,000

December
$ 4,319,204

Report on Supplementary Financial Statements

To the Shareholders,
Barber-Ellis of Canada, Limited.
In conjunction with our examination of and report on the financial statements of Barber-Ellis of
Canada, Limited for 1974 we have also examined
the accompanying supplementary financial statements which have been prepared on a current replacement cost basis.
Uniform criteria for the preparation and presentation of such supplementary financial information
have not yet been established and accordingly, acceptable alternatives are available as to their nature
and content. In our opinion, however, the accounting basis described in the notes to the supplementary financial statements has been applied as stated
and is appropriate in these circumstances.
Touche Ross & Co.
Chartered Accountants
Toronto, Ontario
February 21, 1975
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BARBER-ELLIS OF CANADA, LIMITED
Notes to Current Replacement Cost Financial Statements December 31, 1974
1. Current replacement cost accounting
The essence of current replacement cost accounting is that it gives recognition to maintaining the
invested capital of the business and to the current
costs of earning a satisfactory return. Since the
company is viewed as a 'going concern,' income is
not considered to have been earned without first
providing for the replenishment of capital consumed in the operations. The company maintains
its productive capability by being able to replace its
plant and equipment as it is used and its inventories
as they are sold. The current replacement costs of
inventories and of property, plant and equipment
are shown on the balance sheet and earnings are
determined by matching current costs with current
revenues. Adjustments of the historical cost of
physical assets to their current replacement cost are
considered as restatements of shareholders equity
and are shown on the balance sheet under revaluation surplus.
Since 1974 is the first year the company has
prepared current replacement cost financial statements, comparative figures for 1973 are not available.
The current replacement cost financial statements do not represent the current value of the
company as a whole because the human resources
and the intangible assets such as the excess of
purchase price of subsidiaries over fair value of net
assets acquired and the goodwill have not been
included. The current replacement cost of assets is
not necessarily their net realizable value should
they be sold.
The principles of valuation are:
(a) Property, plant and equipment
During 1973 and 1974 land and buildings have
been independently appraised by quantity surveyors of The Canadian Institute of Quantity Surveyors or by accredited appraisers of The Appraisal
Institute of Canada. The basis of valuation is the
current replacement cost of facilities with similar
productive capacities. Where appraisals for buildings were completed at dates other than at December 31, 1974, the appraised values were adjusted by the non-residential construction price
index developed by Statistics Canada.
Machinery and equipment are valued at their
current replacement costs which are determined
20

from recent suppliers' prices and estimates made by
an equipment supplier. The machinery and equipment are of a specialized nature and their current
replacement costs do not necessarily represent the
amounts for which the assets could be sold.
(b) Accumulated depreciation
The accumulated depreciation for plant and
equipment has been adjusted by $1,948,116 to
reflect that portion of the current replacement cost
of the assets which would have been charged to
earnings in prior years.
(c) Cash, accounts receivable and prepaid expenses
These assets are shown at historical cost which is
also their current value to the company.
(d) Inventories
Inventories are valued at the lower of current
replacement cost and net realizable value. Replacement costs for inventories are based on current prices and labor costs.
(e) Current and long-term liabilities
These liabilities are shown at their historical
amounts. The difference between current and
stated interest rates on long-term debt would have
only a minimal effect on earnings.
2. Principles of calculating earnings
Net sales represent the net proceeds from products sold to customers. Cost of products sold is
calculated on the basis of the current replacement
cost of the item sold on the date of sale. Depreciation of buildings and equipment is computed on the
diminishing balance method on current replacement costs at the following rates:
Buildings
5%
Plant and equipment
20%
3. Historical cost financial statements
The column of historical costs should be read in
conjunction with the notes to the historical cost
financial statements.
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Illustration of our Suggested Approach
to Current-Value Financial Statements
Exhibits I through IV illustrate the set of basic
statements. Exhibit V gives the details of the assumed transactions.
Comments on Statement of Financial Position
Cash and cash equivalents, accounts receivable,
and current obligations are presented at the same
amounts both in the current-value and the conventional statements. This illustrates that short-term
monetary items under conventional accounting are
generally presented at net realizable value which is
the same as the alternative to present value

General Comments
T H E EXHIBITS in this appendix illustrate the approach to current-value financial reporting suggested in Part III. They are based on a few assumed
transactions designed to highlight the principal
differences between current value and conventional financial reporting. These financials represent a simplification of the way basic financial
statements would look under our approach to
current-value accounting. Just as in the case of
conventional statements, there would be additional
information that would be provided in notes.

EXHIBIT I

CURRENT-VALUE EXAMPLE COMPANY
STATEMENT OF FINANCIAL POSITION
Current-value basis
December 31

Conventional
(historical cost) basis
December 31,

19X1

19X2

19X1

19X2

$100
50
60

$ 60
40
130

$100
50
50

$ 60
40
125

Total current resources
Long-term investment

210
150

230
140

200
100

225
100

Equipment:
Cost
Accumulated wear, tear and obsolescence

150
(15)

200
(40)

100
(10)

100
(20)

135

160

90

80

$495

$530

$390

$405

$ 30
160
305

$ 40
140
350

$ 30
150
210

$ 40
150
215

$495

$530

$390

$405

RESOURCES
Cash and cash equivalents
Accounts receivable
Inventories

OBLIGATIONS AND STOCKHOLDERS'
EQUITY
Current obligations
Long-term debt
Stockholders' equity
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EXHIBIT II

CURRENT-VALUE EXAMPLE COMPANY
S T A T E M E N T O F CASH FLOWS
Conventional (historical cost) basis

Current-value basis

Cash inflows:
Sales
Long-term
borrowing
Capital
contributed
Decrease in
accounts
receivable
Increase in
current
obligations
Total inflows

Cash outflows:
Inventory
purchased
Current expenses .
Purchase of new
equipment
Investment in
capital stock of
another company
Increase in
accounts
receivable
Cash dividend . . . .
Total outflows . . .

Net inflow (outflow) ..

22

Year ended
December 31,
19X1

Year ended
December 31.
19X2

$ 90

$ 90

150

Year ended
December 31
19X1

Sources of funds:
From operations:
Net income
Add depreciation

200
—

10

30

10

470

110

From other sources:
Long-term
borrowing . . . .
Capital
contributed . . .
Decrease in
accounts
receivable . . . .
Increase in
current
liabilities

Total sources of
funds
100
10

125
15

100
100
50
10

10

370

150

$100

$(40)

Use of funds:
Purchase of new
equipment
Investment in
capital stock of
another company
Increase in
accounts
receivable
Increase in
inventories
Cash dividend . . . .

$ 20

Year ended
December 31
19X2

10

$ 15
10

30

25

150

200
10
30

10

380

20

410

45

100
100
50
50
10

75
10

Total uses of
funds

310

85

Net change—increase
(decrease) in cash .

$100

$(40)

suggested for current-value accounting. As a practical matter, changes in interest rates which could
result in a different valuation under current-value
accounting would rarely be a material factor for
short-term items maturing in one year or less.
However, long-term debt (unlike short-term
monetary items) is presented at a different amount
on the current-value basis. This results from applying relevant current interest rates in valuing longterm debt under the current-value approach.
As would normally be expected, under
inflationary conditions, the illustrated financial
statements show higher values for non-monetary
items—inventory and equipment—in the currentvalue statement than in the conventional statements.
Stockholders' equity reported in the currentvalue statements is a higher amount than that
reflected in the conventional statements, more fully
portraying greater economic substance of the entity.
Comments on Statement of Cash Flows
The illustrated current-value statements and the
conventional statements both show the same net
effect on cash during the two years; namely an
increase in cash and cash equivalents of $100 during the year 19X1, and the net decrease in cash for
the year ended 19X2 of $40.
However, the current-value illustration is concerned with showing cash flows on a broad basis
much in the manner that is relevant in cash planning by management and also as a starting point for
predicting future cash flows.
Accordingly, the current-value cash flows statement does not include a reconciliation of flow of
funds with net income nor is it concerned with
mechanically explaining all of the differences in
captions between two comparative balance sheets.
Additionally, the current-value cash flows
statement avoids suggesting misleading inferences
that are frequently drawn from the conventional
funds statement, namely that "depreciation provided funds of $10."
Although not illustrated, consideration should
be given to analyzing the year-to-year changes in
cash flows between price and volume components.

Comments on Statement of Net Results of
Operations and Changes in Value (over)
The statement of net results of operations and
changes in value presented in the current-value
illustration is much more complex than the conventional statement. The analysis of changes in value
of non-monetary resources and of monetary resources and obligations (including the impact of
general purchasing power changes) appears in the
current-value illustration, but no equivalent information is given in the conventional statement.
If one is merely looking for simplicity, the conventional statements would be the choice. We believe, however, that the costs to businesses and to
society as a result of decisions made based on misleading though simple conventional financial
statements are prohibitively high, and we believe
that current-value accounting techniques must now
be applied.
The current-value statements show a smaller
amount for net results of operations than the net
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EXHIBIT III

CURRENT-VALUE EXAMPLE COMPANY
STATEMENT O F NET RESULTS O F O P E R A T I O N S
A N D C H A N G E S IN V A L U E
Current-value basis
December 31,

Results of operations:
Sales
Cost of sales
Current expenses
Depreciation

Net results of operations
Changes in value of non-monetary resources:
Realized changes from inventory
sold after increase in value
Unrealized changes:
Inventory held at year-end
Long-term investment
Equipment
Impact of decline in general purchasing power on value changes
Changes in value of monetary resources and obligations:
Unrealized changes in long-term
debt due to change in interest
rates
Economic advantage from decline
in general purchasing power on
net monetary items held

Total of net results of operations and
changes in value for year

19X1

19X2

19X1

19X2

$ 90

$ 90

$ 90

$ 90

50
10
15

65
14
20

50
10
10

50
15
10

75

99

70

75

15

(9)

20*

15*

—

5

$ 20*

$ 15*

10
50
50

5
(10)
45

110

40

(26)

(37)

84

8

(10)

19

6

9

(4)

28

$ 95

$ 27

*ln conventional financial reporting these amounts are designated as net income.
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Conventional
(historical cost) basis
December 31,

income figure shown in the conventional statements for the year 19X1. Further, for the year
19X2, a negative amount is shown for net results of
operations under the current-value basis compared
to a conventional net profit. Although the amounts
used are arbitrary and simplified we believe that
this illustrates the situation that would be found
with many industrial companies at the present time.
The net results of operations shown on the
current-value basis uses current costs for costs of
sales and depreciation to more properly match current revenues and current expenses. In the conventional statements, amounts shown for cost of goods

EXHIBIT IV

sold, and for depreciation, would be based on historical cost.
For the sake of simplicity, income taxes have not
been shown in the illustration. However, if one
assumes that a 50 percent income tax rate was
applied, an income tax of $10 would result in 19X1
and of $7.50 in 19X2. When these amounts are
transposed to the current-value net results of operations they represent a 662/3percent effective tax
rate in 19X1 and a tax payable even though there is
a negative result from operations in 19X2. In effect,
during 19X2, under the illustrated conditions, the
income tax would be in a real sense a tax on capital.

CURRENT-VALUE EXAMPLE COMPANY
S T A T E M E N T O F STOCKHOLDERS' E Q U I T Y

Beginning balance (equal to initial capital contribution for 19X1)
Restatement to reflect net impact of general purchasing power changes during year
Adjusted balance at beginning of year
Total of net results of operations and changes in
value during year
Cash dividends
Ending balance

Current-value basis
December 31,

19X1

19X2

Conventional
(historical cost) basis
December 31,

19X1

19X2

$200

$305

$200

$210

20

28

220
95
(10)
$305

—

—

333

200

210

27
(10)

20*
(10)

15*
(10)

$350

$210

$215

*ln conventional financial reporting these amounts are designated net income.

Comments on Statement of Stockholders' Equity
The current-value statement illustrated differs
from the conventional statement primarily in the
adjustment of the opening balance of stockholders'
equity to reflect the net impact of general purchasing power changes during the year. This is a necessary contra to the presentation of the impact of

general purchasing power changes in the statement
of net results of operations and changes in value.
While dividends for 19X2 do not appear to exceed
earnings on a conventional basis, they clearly represent a return of capital when related to net results
of operations on a current-value basis.
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EXHIBIT V

CURRENT-VALUE EXAMPLE COMPANY
WORKING BALANCE SHEET
AND ANALYSIS OF TRANSACTIONS
JANUARY 1, 19X1 TO DECEMBER 31, 19X2
(M) Monetary items

Description

Date

Jan.
1, X1
July
1, X1
1, X1
July
Dec. 31, X1
Dec. 31, X1
Dec. 31, X1

Dec.
Jan.
July
July
July
Dec.
Dec.
Dec.

31,
1,
1,
1,
1,
31,
31,
31,

X1
X2
X2
X2
X2
X2
X2
X2

Dec. 31, X2

Start of business
Sale of one unit of inventory
Current expenses
Depreciation
Cash dividend paid
Year-end value changes:
Adjust to CC
Adjust to NRV
Adjust to PV
Ending balance
Purchase of one unit of inventory
Sale of one unit of inventory
Current expenses
Purchase of one unit of inventory
Depreciation
Cash dividend paid
Year-end value changes:
Amortization of debt adjustment
Adjust to CC
Adjust to NRV
Adjust to PV
Ending balance

Terms used throughout example:
M = Monetary
N - Non-monetary
HC = Historical cost
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Net
shortterm (1)

$ 50
90
(10)

Longterm (2)

$(150)

(N) Non-monetary items
Inventory (3)

$100
(50)

Long-term
investment (4)

$100

Equipment (5)

(M) + (N)
Stockholders'
equity

$100
(15)

(10)
50

10
50
(10)
120
(60)
90
(15)
(65)

(160)

60
60
(60)

150

135

65

(10)
1
45

5
(10)
19
$(140)

PV
NRV
CC
GPP

$130

60
50
(10)
305
30
(15)

(20)

$ 60

$200
40
(10)
(15)
(10)

$140

$160

= Present value of future cash flows
= Net realizable value
= Current cost
= General purchasing power

(20)
(10)
1
50
(10)
19
$350

Explanations and assumptions:
(1) Net short-term monetary items are shown as a
positive item because cash, cash equivalents
and short-term receivables exceed short-term
obligations.
(2) Long-term monetary items consist of a balloon
note due more than a year after December 31,
19X2. Interest rates decline at December 31,
19X1 and increase at December 31, 19X2,
resulting in a restatement at each of those
dates. Interest expense for 19X2 is less by 1 on
a current-value basis than on the historical cost
basis because of the amortization of the debt
adjustment recorded at 12/31/X1.
(3) Inventory transactions are summarized as follows, assuming FIFO flow of items and HC:
Date
1/ 1/X1
7/ 1/X1
12/31/X1
1/ 1/X2
7/ 1/X2
7/ 1/X2
12/31/X2

Transactions
Balance
Sale
Balance
Purchase
Sale
Purchase
Balance

Units
2
1
1
1
1
1
2

HC
100*
50
50
60
50
65
125**

CC
100
50
60
60
65
65
130

Sales
Price
90
90

* 2 items at HC of $50.
** 2 items at HC of $60 and $65, respectively.
Realized inventory changes in value are determined as follows:
For the year ended 12/31/X1: none, since HC
and CC inventory unit were both $50 at date of
sale.
For the year ended 12/31/X2: increase of $5
since CC of $65 was higher than carrying value of
inventory unit of $60 at date of sale.
Unrealized inventory changes in value are determined as follows:
For the year ended 12/31/X1: increase of $10
since CC at year end was $60 compared to HC of
$50 for unit held at year end.
For the year ended 12/31/X2: increase of $5
since CC was $130 (2 units of $65 each) com-

pared to carrying value of $125 (1 unit at HC of
$65 and one at carrying value of $60 from prior
year end).
An alternative approach to realized and unrealized changes in value relating to inventory for
the year ended 12/31/X2 would be to show a
realized increase of $15 on the basis that HC of the
unit sold was $50 compared to a CC of $65 at date
of sale. If this alternative had been followed, a net
unrealized change would have to be shown as a
decrease of $5. This would be the excess of the
realization of the prior years unrealized increase of
$ 10 over the excess of CC of $ 125 at year-end over
carrying value of $120 for two units then held.
(4) Common stock investment of less than 20% in
another entity with HC of $100 and NRV as
follows: 1/1/X1—$100; 12/31/X1—$150;
12/31/X2—$140. NRV is assumed to be net of
income tax payable if sold on the valuation
date (i.e., NRV = quoted market less income
tax of 25%).
(5) Equipment at January 1, 19X1 is assumed to
have been acquired new, and to have an HC
and CC of $100 as of this date. Economic
useful life is 10 years. A straight-line provision
for wear, tear and obsolescence is used because
it is assumed that service potential expires at a
constant rate.
At December 31, 19X1 CC is $150, less 10%
for wear, tear and obsolescence, or $135, and
at December 31, 19X2 CC is $200, less 20% or
$160.

Salvage value is assumed to be zero.
Alternatively, depreciation expense could be
based on the average CC during the year.
(6) The GPP index during the two years is as follows:
Date
1/ 1/X1
7/ 1/X1
12/31/X1

Index
100
105
110

7/ 1/X2
12/31/X2

115
120

Period

Factor

1/ 1 to 7 / 1
7/ 1 to 12/31
1/ 1 to 12/31
12/31 to 7/ 1
7/ 1 to 12/31
1/ 1 to 12/31

1.05
1.0476
1.10
1.0455
1.0435
1.0909
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Thus, the impact of GPP changes on holding
net monetary items is as follows:
Net
Monetary
Date
Items
1/1/X1 $(100)(a)
7/1/X1
( 20)(b)
1/1/X2
(100)(c)
7/1/X2 ( 90)(d)

Index
1.05
1.0476
1.0455
1.0435

Impact (Gain)
in Purchasing Power
Amount
19X1
19X2
$(105)
$
$(5)
( 21)
(1)
(105)
(5)
(4)
( 94)
$(6)
$(9)

(a) 1/1/X1 long-term items of $(150) less net
short-term items of $50.
(b) 7/1/X1 net monetary items at 1/1/X1 of $(100)
plus sale of one unit of inventory on 7/1/X1 at
$90 less current expenses at 7/1/X1 of $(10).
(c) 1/1/X2 net monetary items at 7/1/X1 of $(20)
less cash dividend on 12/31/X1 of $(10), less
adjustment of present value of long-term note
at 12/31/X1 of $(10), and less purchase of one
unit of inventory on 1/1/X1 at $(60).
(d) 7/1/X2 net monetary items at 1/1/X2 of $(90)
plus sale of one unit of inventory on 7/1/X2 at
$90 less current expenses of $(15) and purchase of one unit of inventory at $(65) on
7/1/X2.
The impact on value changes of non-monetary
items of the decline in purchasing power of the
dollar is shown at $26 for the year ended 12/31/X1
and at $37 for the year ended 12/31/X2. These
amounts indicate the portion of the value increases
in non-monetary items that can be attributed to the
decline in the general purchasing power of the dollar. In other words, the net economic advantage in
holding non-monetary items is the difference between the increase in specific values and the decline
in the general purchasing power of the dollar. A
portion of the amounts shown as the impact of the
decline in the general purchasing power of the dollar on value changes of non-monetary items could
have been allocated to operations. Such an approach is in effect advocated by those who believe
that the net results of operations should be reported in units of general purchasing power instead
of in actual dollars. The result of such an allocation
would be to increase the net gain from operations
for the year ended 12/31/X1 and to increase the net
loss from operations for the year ended 12/31/X2.
However, as explained in Part III of this booklet
we believe that reporting the net results of operations in actual dollars is more meaningful at least
until further consideration is given to determining
the most appropriate measure of the general purchasing power of the dollar for specific entities.
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